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I Qualifications

| am a Senior Managing Director at FT1 Consulting, Inc., and global leader of FTl's Entertainment &
Media practice. FTlis a consulting firm that provides advice on a global basis to major corporations and
law firms in the areas of corporate finance, economic consulting, forensic and litigation consulting, strategic
communications and technology. The Entertainment & Media group at FTI provides services in a variety of
areas including digital marketing strategies, digital revenue management, optimizing rights revenues, and
economic modeling.
| have been a specialist in entertainment and media for 20 years. Prior fo my current position with

FTI1, I held the following positions:

= Entertainment Industry Leader, SAP America

= EVP Corporate Strategy, Young & Rubicam

= SVP Sony Music

= Management Consulting Partner, Price Waterhouse, Entertainment & Media Industry

I have experience in all aspects of media and technology and have consulted on a broad range of areas
including strategy and market planning, economic analysis, operational effectiveness, systems develop-
ment, royalty accounting, intellectual property management and digital distribution.

| am a recognized expert in media and advertising and have helped some of the world’s leading com-
panies achieve their strategic goals, including Sony Music, Microsoft, Bertelsmann, Viacom, Young & Rubi-
cam, Ogilvy, Harper Coliins, NBC and Pearson. | have pioneered various new forms of digital distribution
and advertising over the internet, and co-led conferences with key Harvard strategists on intellectual prop-
erty management and copyright law. | have given many speeches and presentations on digital distribution,
the changing economics of media, and intellectual property management. | have applied for various patents
on electronic book delivery, the internet delivery of ad-supported video content over peer-to-peer networks,
and the anonymous financial settlement of virally distributed content.

| have led over 200 projects with clients, including media executives both in the United States and over-
seas. These projects have focused on strategic planning, revenue optimization, operational effectiveness

and cost containment, internet distribution and large-scale IT project management.
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Of particular relevance is my tenure at Sony Music where for 5 years from 1994 through 1998 | was
head of U.S. IT operations and head of strategic global improvement projects including the renovation of
royalty accounting, finance, distribution, warehousing and manufacturing. In 1897 | authored, along with
Ken Pohlman, Professor of Digital Music at the University of Florida, the first research papers regarding the
sale and distribution of songs over the internet.

As a regular part of my work | develop financial projections and models for many clients. | have under-

taken dozens of analyses similar to the analysis embodied in the testimony below.

L Purpose of Testimony

The purpose of my testimony is to respond to claims made by music publishers that the transition
from physical to digital distribution of music will increase profit margins for the record companies and justify
the payment of higher mechanical royalties to the music publishers. In addition, | calculate the profitability of
various music formats (e.g., physical CDs, digital singles, ringtones) at the song level (that is, the profitabil-
ity of each individual song or track) in order to assess the effect of the music publishers’ proposed increase
in royalty rates for the various formats.

This analysis covers the period from 1999 — 2008, and relies on testimony compiled by Linda
McLaughlin regarding the financials of the major record labels, which has been cited by experts for both the
music publishers and the RIAA, including Teece' and Enders.? | have updated the McLaughlin data as dis-

cussed below. In addition, | am relying on net wholesale revenue and unit shipments as published by the

RIAA and PriceWaterhouseCoopers.® Although the main focus of my testimony is format profitability for the

periods with actual data from 1999 — 2008, | will also briefly touch on the anticipated future profitability of

! RIAA Trial Ex. 64 (Teece WDT)

2 CO Trial Ex. 10 (Enders WDT)

? Wholesale revenue and unit shipments as published by RIAA: RIAA, 2006 Year-End Shipment Statistics, Manufac-
turers’ Unit Shipments and Retail Dollar Value; Recording Industry Association of America, Inc., Net Shipments, Di-
rect & Special Markets and Digital Distribution, Gross Shipment and Return: All Disc and Cassettes, For the Year
Ending December 31, 2006 (Dated March 15, 2007); Recording Industry Association of America, Inc., Net Shipments,
Direct & Special Markets and Digital Distribution, Gross Shipment and Returns: All Disc and Cassettes, For the Year
Ending December 31, 2005 (Dated April 4, 2006); Recording Industry Association of America, Inc., Net Shipments
Worksheets, Direct & Special Markets Report, Gross Shipments and Returns: All Discs and Cassettes, For the Twelve
Months Ending December 31, 2004 (Dated February 25, 2005); Recording Industry Association of America, Inc., Net
Shipments Worksheets, Direct & Special Markets Report, For the Twelve Months January Through December 2001
(Dated February 13, 2002).
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digital distribution based on forecasts published by Veronis, Suhler and Stevenson and previously cited to

the Court.*

L. Key Findings and Structure of This Testimony

As set forth in more detail throughout this testimony, | have analyzed the economics of the major

recorded music companies in the United States. | have arrived at the following key findings regarding the

financial performance of key music formats including CD albums, digital albums, digital singles and ring-

tones/ringbacks:

1.

CD albums are profitable for the record companies, but profitability has been declining as

wholesale prices for CDs fall. In 20086, the record companies earned a profit of approximately

A per song or track on a CD album.
Digital albums are unprofitable for the record companies. This is because wholesale prices for
digital albums are low compared to CD albums, and the mechanical royalty for digital albums is
higher than the effective mechanical royalty rate for CD albums. This combination of low whole-
sale price and high mechanical rate more than offsets the lower manufacturing and distribution
costs for digital products. In 2006, the record companies lost approximately [l for each
song or frack on a digital album.
Digital singles are profitable for the record companies, averaging a profit of [l per song in
20086.

Ringtones are the most profitable form of digital distribution, averaging a profit per song of

| understand that the music publishers have proposed separate royalty rates for digital
downloads, physical CDs, and ringtones. | further understand that the music publishers’ pro-
posed rate for digital downloads is higher than the rate proposed for physical CDs. However,
the data in this report demonstrates that digital downloads (excluding ringtones, for which the

music publishers propose a separate rate) are only slightly more profitable than physical CDs.

* Veronis Suhler Stevenson, Communications Industry Forecast, Twenty-First Edition, Historical and Projected Ex-
penditures for 19 Industry Segments (2007), cited in RIAA Trial Ex. 64 (Teece WDT), pp 51-58; CO Trial Ex. 10
{Enders WDT), pp 55-59.
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Combining the data for digital album downloads and digital single downloads, and excluding
ringtones, in 2006 the margin for digital downloads in 2006 was . juvst (Il higher than
the () margin for CD albums in that year. However, this is only after license revenue is
taken into account; based on net sales revenue, both formats are unprofitable.

If current trends continue, the margin on sales of digital albums and digital singles will decline,
and perhaps become negative. This is because sales of digital albums, which are unprofitable,
are growing faster than sales of digital singles, and losses on the sales of digital albums will in-
creasingly offset the profits on the sale of digital singles. From 2004 to 2006, digital album sales
grew by a compound annual growth rate of 141.4%, compared to growth of digital singles sales
of 110.5%.

The margins for downloads of digital singles and digital albums may also be eroded by the con-
tinued decline of physical CD sales. This is because, to date, growth in revenues from the sales
of digital products has not offset the decline in revenues from the sale of physical products. For
example, in 2006, although sales of digital albums and digital singles both grew by more than
50% compared to 2005, total revenues for the year fell by almost 9%. Unless the record com-
panies can reduce their fixed costs in proportion to the decrease in total revenues, digital for-
mats will have to bear an ever increasing proportion of the fixed costs necessary to run the mu-
sic companies’ operations, and margins for digital products will decline (and perhaps become
negative) as a resuit.

If the compulsory mechanical royalty rate remains the same, copyright royalties will increase as
a percentage of revenue during the shift to digital since mechanical royalties on digital products
are not constrained by controlled composition clauses.

As | indicated above, the record companies earned a profit of a little more than [l per song

on each physical CD in 2006. | understand that the music publishers propose an increase in the

royalty rate of $.034 per song on physical CDs. [

Combining the data for digital singles and digital albums, in 2006 the record companies earned

a profit of a little more than [l per digital song or track, after license fee allocations. (Before
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license fee allocations, these tracks lost an average of [JJJJIl per track.) | understand that the

music publishers propose an increase in the royaity rate of $.059 per song in the royalty rate for

permanent digital downloads. Again, [ EGNININININGEEEEEE
|
To explain how | reached these conclusions, | first describe the overall methodology used to construct fi-
nancial profiles for each format followed by a brief analysis of the economic performance of the major re-
corded music formats. The last section of this testimony will briefly address two forecasts previously submit-
ted in this matter. Since those forecasts have projected sales but not profitability, a complete depiction of
their economic implications has not been provided to the Court, and | will attempt to do so in the final sec-

tion.

Iv. Methodology

The analysis reported in this testimony extends some work that was performed by FT1 prior to the
time it was engaged in this matter. FT| had previously released a white paper® explaining how the fransition
to digital music was not a panacea for the record companies because margins on digital products were not
sufficient to make up for the decline in physical sales. That analysis, performed by my group at FTI, was
based on publicly available information about the record industry.

In order to further develop the foregoing analysis for this proceeding, | obtained a combination of
public information and internal financial information for the major recorded music companies in the United
States (“the Majors”). Using that information, | took the following basic steps:

Revenue and Units Soid

1. I began with Linda MclLaughlin’s consolidated financials for the major U.S. recorded music compa-
nies,® updated them to include data for 2006, and adjusted the numbers based on updated financial
statements provided by UMG, WMG and Sony BMG. (See Appendix A for a reconciliation.) All
other data compiled by McLaughlin were left untouched. Figure 1, below on page 8, shows the re-

sults.

3 FTI Communications, Media and Entertainment, Summer 2007, Industry Brief: The Music Industry at a Tipping
Point (RIAA Exhibit 123-RP)
® CO Trial Ex. 41 (RIAA0008423)
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2. | next determined the market share of the Majors by taking the ratio of the Majors’ revenue for each
year and comparing it to the RIAA’s wholesale revenue projections for the same year. The RIAA's
projections are for the entire U.S. recorded music entire industry. In 20086, for example, the Majors’
het sales were 75% of U.S. recorded wholesale music revenues, excluding license fees.

3. |then applied this percentage to the wholesale revenue by format as provided by RIAA to get the

revenue by format for the Majors. (See Appendix B.)

To determine net units shipped by the Majors for each format, | divided the wholesale price per unit,
using industry-wide data compiled by PWC,” into the revenue by format to compute units shipped. As dis-
cussed below, | used the weighted average wholesale price for CD albums, not including direct and special

markets.® The estimated units shipped by the Majors by format are shown in Appendix B.

7 See note 3.

® The RIAA annual reports give wholesale prices with and without direct and special markets. See 2006 book, P3;
2005 book, p3; 2004 book, p3; 2001 book, p14. The reason for excluding direct and special markets is that the U.S.
Majors eam only licensing revenue from that market, not sales revenue. Because our model calculates net units by
dividing net sales revenue eamed in each format by the average wholesale price in that format, using a wholesale price
that included these direct and special markets would skew the results.
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Figure 1: Revenue & Expense of U.S. Majors

US Majors - Totals from 1999 to 2006

In $US Millions

1999 2000 2001 2002 2003 2004 2005 2006 CAGR
Net Sales Revenue 5,916 5,583 5,268 5,214 4,835 5,157 5,220 4,847 -2.8%
Net License Income 526 564 564 520 570 624 630 490 -1.0%
Total Revenue 6,442 6,147 5,832 5,734 5,404 5,781 5,850 5336  -2.7%
Mechanical Royalties 512 438 440 471 443 488 527 547 1.0%
Artist Royalties 1,228 1,148 1,078 1,209 1,061 1,217 1,229 1,104  -1.5%
Advances & Re-
cording 412 331 277 350 459 304 234 246  -7.1%
Direct Marketing 1,094 1,119 1,153 997 832 766 843 824  -4.0%
Manufacturing 713 630 607 583 594 595 598 511 -4.6%
Distribution . 816 745 741 695 628 652 601 563  -5.2%
Overhead 1,289 1,329 1,338 1,199 1,409 1,354 1,318 1,241 -0.5%
Total Costs 6,064 5,791 5,634 5,504 5,426 5,376 5,350 5036  -2.6%
Operating profit 378 356 198 231 22) 405 500 300 -3.2%
Operating Margin 5.9% 5.8% 3.4% 4.0% -0.4% 7.0% 8.5% 56%  -0.6%
Operating profit on
sales (148) (208) (366) (290) (592) (219) (130) (189) 3.6%
% Margin -2.5% -3.7% -6.9% -5.6% -12.2% -4.2% -2.5% -3.9% 6.6%

This procedure gives the revenue and units for each format, but not expenses. | next calculated the
expenses for each of the different formats. For some types of expenses | apportioned the various expenses
in McLaughlin’s report® to each format in proportion to the units sold of the total. For example, artist ad-
vances in 1999 totaled $412 miliion. | multiplied this times 82%, which is the ratio of the songs sold in CD
album format to the total songs sold in 1999. This calculation yielded $341 million as the portion of artist
advances attributable to CD albums in 1999. Consistent with the median number of songs per aloum in the
PWC data, | apportioned costs per unit by converting all formats to the song level using 13 songs per al-
bum'® and 2 songs per physical single.

While this proration method is reasonable for some expenses such as direct marketing, overhead

and artist advances, it is not appropriate for other expenses such as the mechanical royalty, manufacturing,

? Tbid.
10 This is the figure calculated by Dr. Teece, as illustrated by RIAA0015005. 1t is also the figure used by one of the

publishers’ experts, Ms. Enders, in her report on Recorded Music and Music Publishing, March 2007. RIAA Trial Ex.
27 (CO02001066).
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distribution and artist royalties. These expenses were treated differently for physical and digital formats, as

follows:

Mechanical Royalty: For physical units, | used the ratio of total units to each format’s individ-
ual units, multiplied by the overall copyright expense. For digital | used the statutory rate per
song effective in each year. This resulted in physical units with a lower copyright expense than
digital units. This is as expected. Physical units historically have not been subject to the full
statutory rate because of controlled composition clauses. Digital formats are paying the full rate
because controlled composition clauses are inapplicable.

Manufacturing: | assumed digital bore no manufacturing expense, although there are almost
certainly some manufacturing costs associated with digital formats. Hence, the physical formats
bore all manufacturing cost.

Distribution: | estimate digital distribution expense at [l of a digital format’s revenue. This
is based on a digital P&L provided by UMG," which was [, and EMI data,' which was
. This expense was prorated over the various digital formats in proportion to their songs
sold relative to the total digital songs sold. Physical formats bore the rest of the distribution ex-
pense in a given year.

Artist Royalties: Artist royalties are generally a function of wholesale revenues. Hence | pro-
rated total artist royalties paid in a given year to each format based on each format’s wholesale

revenues as a proportion of fotal revenues.

Taken together, this process provided a complete breakdown of revenue, expense and net units sold for

each format.

Licensing revenue required special treatment. Licensing revenue comes from two basic sources.

First, domestic third parties such as record clubs pay a license fee for the use of a sound recording master

in order to manufacture and distribute CDs to their members. These are known as “direct & special” mar-

kets. Second, foreign record companies license the sound recording masters in order to manufacture and

distribute CDs outside of the United States. In both cases, the licensee, rather than the U.S. record com-

11 RTAA0020100,

tion cost is

page 1: Digital income = [ I Digital distribution = [, thvs the distribu-

4] of digital income.
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pany, bears the cost of manufacturing and distributing the product, the associated overhead costs, and any
additional expenses to market and promote the sales of its products. And, in both cases, the mechanical
royalties are paid by the licensee, rather than the U.S. record company, in accordance with local statutes.

| have included licensing revenues in my analysis to give a balanced picture of format profitability. |
have apportioned the total license fees to each music format based on the format’s revenue as a proportion
of total revenue. Had | omitted the license revenue, physical CDs would have been unprofitable, digital al-
bums would have been even more unprofitable, and other formats would have been less profitable. | chose
to include license income in my analysis because | assume that the record companies factor such potential
license revenues into their investment decisions. However, a reasonable argument could be made that |
should have excluded license income, because the music publishers receive a separate mechanical royalty
payment from the licensee for any sound recordings sold by the licensee. In other words, sales by the li-
censees in effect are separate fransactions that produce separate mechanical royalties for the music pub-
lishers," and arguably should not form any part of the calculus concerning the appropriate of the royalty
rate to be paid by the record companies. Furthermore, the industry must continuously strive to make these
formats profitable in their own right, as CD albums were prior to 2001.

The methodology outlined above gives a complete picture of revenue, expense and units sold by

format for the Majors. As an example, Figure 2 below shows the result for CD albums;

Figure 2: CD Album Total Revenue & Expense (U.S Majors)

& @D ABIHS
CD Albums 000 | G0 | 00 | e | p0e | sma | w66 | 20
CD Album Revenue
Mechanical
Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution
Overhead
Total Cost
Operating Profit before Lic.
Licensing income
Operating Profit with Licensing

BBecause the costs incurred by the licensees do not show up on the books of the record companies, I have not at-
tempted to analyze whether sales by the licensees are profitable or not.

10
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In this example, net wholesale revenues for CD albums are shown by year, followed by the expenses allo-
cated to the CD format. Operating profit is shown as the difference between revenue and total costs. The
apportionment of licensing revenue to the CD format is then shown followed by operating profit after licens-
ing fees. This same format is used throughout this analysis.

Based on the methodology above, Figures 3, 4 and 5 show revenue, expense and units shipped for
each format. Specifically, the figures show the following data:

= Figure 3: Total Revenue & Expense by Format

= Figure 4; Revenue & Expense Per Song/Track by Format

= Figure 5: Expenses as a Percentage of Sales Revenue by Format

Figures 3, 4, and 5 appear on the pages that follow.

11
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Figure 3: Total Revenue & Expense by Format (US Majors - $ millions
{(Figures 3b - 3i Restricted

20 -CemHines FElL
Combined P&L ($ millions) (.99 I R200 0] 2.00]] 20074 P.003] 2004 2005 2005}
Total Revenue $5,916 $5,583 $5,268 $5,214 $4,835 $5,157 $5,165 $4,770
Mechanical $512 $488 $440 $471 $443 $488 $527 $547
Artist Royalty $1,228 $1,148 $1,078 $1,209 $1,061 $1,217 $1,216 $1,087
Advances & Recording $412 $331 $277 $350 $459 $304 $232 $242
Direct Marketing $1,094 $1,119 $1,153 $997 $832 $766 $835 $812
Manufacturing $713 $630 $607 $583 $594 $595 $598 $511
Distribution $816 $745 $741 $695 $628 $652 $595 $555
Overhead $1,289 $1,329 $1,338 $1,199 $1,409 $1,354 $1,305 $1,223
Total Cost $6,064 $5,791 $5,634 $5,504 $5,426 $5,376 $5,309 $4,977
Profit before Licensing | ($148) ($208) ($366) ($290) ($592) (3219) {$144) ($207)
Licensing income $526 $564 $564 $520 $570 $624 $623 $482
Profit with Licensing $378 $356 $198 $231 ($22) $405 $479 $274
Equal's Major Label P&L, iess subscriptions
BOIRCBIAIBUMS]

CD Albums o [ soom | oo | sop [ onee | aes | soe | sews |
CD Album Revenue
Mechanical
Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution
Overhead
Total Cost
Operating Profit before Lic.
Licensing income
Operating Profit with Licensing

, psciaotheyhvsicallzomats] ]
Other Physical | omeo [ a0 | 7000 | owee | soee | epe | swe | somp |
Physical Revenue
Mechanical
Attist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution
Overhead
Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

*inlcudes CD singles, cassette, LP and other singles (assumes 2 songs per single)

12
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Digital Album P&L* | 0 | awm | some | coep | Pl | suen | zawe | 2GR |

Digital Album Revenue
Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

Includes downloaded albums and kiosk albums

€8 - BIEfiE S

Digital Singles P&L* | aecm | soam | zoma AR | iR | soms | so0s | sans |

Digital Singles Revenue
Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

Includes downloaded singles and kiosk singles

& - RnEFenES & RngEaels
Ringtone/back P&L | on | | #2000 | gZo0p | 2608 | s | suie | SG0B

£

Ringtone/back Revenue
Mechanical

Atrtist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing
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95) - Oy BIgiEd

Other Digital P&L

Other Digital Revenue
Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

|

U oo | zo0p | sone | om0 | 7006 | 2008

* Includes other mobile revenues, audio streams and wallpaper. Does not include subscription revenues

hRaLciallRhysical

Total Physical P&L

0 | w0 | o | ame | aue | e | s | aais

Total Revenue
Mechanical

Artist Royaity
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

&= Terl D

Total Digital P&L*

Q

0

[ 200 | z2om0 | 2002 | ao09 | 7000 | seoe | pau

Total Revenue
Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

*Includes all digital including ringtones/backs, streaming EXCEPT subscriptions

14
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Figure 4: Revenue & Expense per SongfTrack
(All Restricted)

daggsongllfevellcombinedR&IRJUSIMAjors]

Combined P&L

W | s | sum | mGR | A6B | A | 008 | #66B

Total Revenue
Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Profit before Licensing

Licensing income

Profit with Licensing

Songs (millicns)

@ - Ravaee & Branse par 6D Al SRS I

CD Albums

e | am | im0 | se | 0 | sed | ame | 2008

CD Album Revenue
Mechanical

Attist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

Songs within CD albums
{mm's)
Mo W@@:@@mm@mﬂoﬁmm ey
Other Physlcal 0 | A R e | s | #ue | suas

Other Physical Revenue
Mechanical

Artist Royalty

Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

Songs (millions)

15



PUBLIC VERSION

46~ D0 A - o Reveas & Bpamse

Digital Album P&L

| 0 | s | s | saw | sne | sms | 266 | %065 |

Revenue

Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit |

Licensing income

Operating Profit with Licensing

Songs within downloaded albums (millions)

. Ge-OESmses - Song LRl PR 1

Digital Singles

90 | s | gm0 | sue | see | b | Aee | 2966

Revenue

Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit |

Licensing income

Operating Profit with Licensing

Downloaded Songs (millions)

4 - Revenne & Bipense por RRgene

Ringtone/back P&L

9 | e | e | e | aee | e | s | s

Revenue

Mechanical

Attist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit |

Licensing income

Operating Profit with Licensing

Songs (millions)
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Other Digital Revenue
Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

Songs (millions)
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Total Revenue
Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit I

Licensing income

Operating Profit with Licensing

Physical songs (millions)
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Digital Song P&L 90 | o | gm0 | su0@ | foge | Z0pe | 2005 | 2005 |

Total Revenue
Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit |

Licensing income

Qperating Profit with Licensing

Digital Songs (Millions)

17



PUBLIC VERSION

Figure 5: Economic Performance of Music Formats as Percent of Revenue

{All Restricted
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Operating Profit with Licensing
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Mechanical
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Operating Profit with Licensing
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Artist Royalty
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Distribution

Overhead

Total Cost

Operating Profit
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Operating Profit with Licensing
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Total Revenue
Mechanical

Artist Royalty
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Direct Marketing
Manufacturing
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Overhead

Total Cost
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Operating Profit with Licensing
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Total Revenue
Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

20



PUBLIC VERSION

V. Financial Performance of the Major Music Formats

A. Overall Performance

As shown in Figure 1, between 1999 and 2006 the Majors' revenues have steadily declined. Sales
revenues have dropped by more than a billion doliars from $5.9 billion to $4.8 billion. During that same time
period, the Majors reduced every category of costs, with one exception, in order to preserve modest profit
margins. Cost-cutting aliowed the record companies to earn an overall margin of 5.6% in 2008, although the

margin on sales before license income was negative 3.9%. The one category of costs which has not de-

clined is mechanical rovalties, which increased from 1999 to 2006 in both absolute terms and ag a percent-

age of revenue. Certain other costs, such as overhead and artist royalties, have increased as a percentage
of revenue (due to the fact that revenues are dropping faster than these costs have been reduced), but
overhead and artist royalties decreased in absolute terms. See Figure 1. Only the mechanical royalty costs
have increased in absolute tferms.

It is instructive to view these results at the song level, as shown in Figure 4a and reprinted below.
8Song-level resuits are derived by dividing the financial results shown in Figure 3a by the total number of
songs (sometimes referred to as “tracks”) sold each year." (The chart does not include subscriptions,
which are not material.)

Figure 4a (reprinted from p. 15) (Restricted)

4 - Song) Love) Cemizmmed FRLL - US M
Combined P&L | oggo . amw g . AR | AW® A AW @
Total Revenue

Mechanical

Artist Royalty

Advances & Recording

Direct Marketing

Manufacturing

Distribution

Overhead

Total Cost

Profit before Licensing

Licensing income

Profit with Licensing

Songs (millions)

¥ To calculate the number of songs sold in a year, CD albums and digital albums were estimated to contain 13 songs
per album. See note 10.
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Although one might expect wholesale prices to increase as a result of inflation, the aggregate average reve-
nue per song has declined from a high of 78 cents in 2001 to R i~ 2006.

These results are depicted below in a chart which shows how the average total revenue per song is
distributed between record company costs and profits, publisher costs and profits,”® and payments to

songwriters and artists.

Figure 6: Breakdown of Song Level Revenue Distribution (Restricted)

Breakdown of Song Level Revenue Distribution

O Publisher's Cost

O Publisher's Profit
O Songwriter Royalty
O Artist Royalty

O Record Label Cost
[ Record Label Profit

Turning to the revenue contribution of each format, Figure 7 on the following page shows revenue

by format both in dollars and as a percent of net sales.

'3 In order to calculate the figures in this chart, I used the figures in Table A to the testimony of Terri Santisi to calcu-
late the amount of publisher revenue that went to songwriters -- ie., the cost of goods sold -- as a percentage of reve-
nues. I then calculated the percentage of publisher revenues attributable to overhead/expenses and the percentage at-
tributable to profit in the same manner. I did this for all four major publishers for which Table A reported data on US
revenues and expenditures -- BMG MP, EMI MP, Sony/ATYV, and UMPG. (In the case of UMPG, Table A did not
provide actual figures on revenues and expenses for 2006. Accordingly, I used midyear forecast data contained at
C0O09008404.) Using a weighted average across these four major publishers, I then determined the average amounts
that the publishers spent on songwriter royalties and overhead expenses, as well as the amount they retained in profits,
for each $0.082 that they earned in revenues.
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Figure 7: Total Revenue by Format
(Restricted)

Rovanee By Fomet

Revenue by Format ”@@ l 2000] [ §2000 ] 20024

CD Album

Other Physical
Digital Album
Digital Single
Ringtones/Backs
Other Digital
Totai Net Sales
License Income

Total Operating Reve-
nue

* Does not include subscription Revenue, which is not material

%ofNéiSales - 11:999] | R2000] l 200} l 20024

| ame | s

CD Album

Other Physical
Digital Alboum
Digital Single
Ringtones/Backs
Other Digital

Income from Sales

* Does not include subscription Revenue, which are not material

Based on the second chart above, CD album revenue is still the dominant revenue source for the Majors,

generating almost 90% of net sales in 1999, declining to [JJiljj by 2006. Digital song and album download-
ing have more than quadrupled from $93.8 million in 2004 to [ in 2006. Taken together, digi-
tal albums and digital singles accounted for roughly [l of sales revenue. Ringtones and ringbacks ac-
counted for [l of sales in 2006.

The remainder of this section analyzes the financial profile of each of the major formats. This in-
cludes CD albums, digital albums and ringtones. | have not included a detailed analysis of digital music vid-

eos and wallpaper because they are less than [l of overall revenues.

B. CD Albums

As previously shown in Figure 2, total CD album revenue for the Majors declined from $5.3 billion in

1999 to $3.8 billion in 2008. When licensing revenue is included, total profits generated by the CD album
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format declined from $670 million in 1999 to $133 million in 2008. Before licensing revenue, the CD format

has been unprofitable since 2001. As the chart on the next page shows, at the album level, the profitability

of each CD has declined significantly since 1999. Wholesale prices for CDs have steadily declined since

2001, while mechanical royalties have risen.

{Restricted)

Figure 8: CD Album Level Revenue & Expense
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Total Revenue
Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licens-
ing

CD Albums

C. Digital Albums

Figure 7 above shows digital albums accounted for only [} of 2006 sales but are growing quickly

at an annual growth rate of [JJlfl. However, they are not profitable even after licensing fees. (See Figure

3d.) If the 418 million CDs sold in 2006 were eventually replaced by digital albums, the Majors would lose

(A, . 71

chart below shows the economic performance of digital albums at the album level:
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Figure 9: Digital Album Level Revenue & Expense

{Restricted)

PUBLIC VERSION

D il A - A (LEvE) Revanne & Bpense

Digital Albums
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2000]

0| e | 2008 |

|

2006]
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Total Revenue
Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

Albums (millions)

Digital albums are unprofitable in part because wholesale prices are significantly less than the wholesale

prices for CDs, and have been declining, while mechanical copyright royalties are greater than mechanical

royalties for CDs (due to the preemption of controlied composition clauses) and have been increasing. The

wholesale price declined from $7.41 in 2004 to $6.88 cents in 2008. Mechanical royalties increased by 7

cents for the album (because of a statutory increase of 0.6 cents per song between 2005 and 2008). This,

taken together with the declining wholesale price, has undermined digital album profitability.

D. Digital Singles

The financial profile of digital singles is shown below, as reprinted from Figure 4e on page 16. My

analysis indicates that digital songs earn about [JJJJJlli per song after allocation of their share of licensing

revenue.
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Figure 4e (reprinted from p. 16) : Digital Singles Song Level Revenue & Expense
{Restricted)

eRpigitallSinglesigsongievellR&!N _
Digital Singles HED | WD | AW | e | AR W | 2 2006
Revenue
Mechanical
Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution
Overhead
Total Cost
Operating Profit |
Licensing income
Operating Profit with Licensing

Downloaded Songs (millions)

The copyright rate is shown as increasing in accordance with statute from 8.5 cents per song to 9.1
cents per song. | have assumed that digital incurs no manufacturing costs, and | have estimated digital dis-
tribution costs at [} of revenue as discussed on page 9. This reflects the expenses needed to support
digital distribution. This [l for digital is [l than the overall average distribution percentage of
[ (see Figure 5a) for the Majors.

E. Ringtones and Ringbacks

Ringtones and ringbacks have a completely different financial profile than songs and albums and
serve a different consumer need. These mobile formats are profitable, as shown in Figure 4f and reprinted

on the following page:
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Figure 4f (reprinted from p. 16) {Restricted)
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gifdRevenuelsIExpenselperRl

Ringtone/back P&L
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Revenue

Mechanical

Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Cost

Operating Profit

Licensing income

Operating Profit with Licensing

Songs (millicns)

In 2006 the wholesale price was $1.21 and operating profit per song was || | EGcTcNGNGEEE
I . Vicchanical rates are currently 20% of the whole-

sale price.

F. Break-Even Analysis — Digital Albums vs. Digital Songs

Since digital albums lose money and digital songs are profitable, it is important to ask, is digital dis-

tribution of albums and songs profitable in total?

The combined sale of digital songs and albums has the following revenue and expense profile at

the song or track level:
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Figure 10: Digital Distribution of Songs & Albums at Song Level {sum of Fig. 4d & 4e)
{Restricted)

Jacttal
Digital Albums & Songs 0% |z | mown | e | Aee | men | a6 | W6
Total Revenue
Mechanical
Artist Royalty
Advances & Recording
Direct Marketing
Manufacturing
Distribution
Overhead
Total Cost
Operating Profit |
Licensing income
Operating Profit with Licensing

Digital Songs (Millions)

In 2006, based on net sales revenue and without considering license income, profit from digital al-
bums was a negative [ ad digital singles eamed a positive [ . (See Figures 3d
and 3e, respectively, on page 13). Hence the digital distribution of singles and albums was unprofitable,
netting a negative [ ] in 2006. On a per-unit basis, we can see from Figure 9 that in 2006 a digi-
tal album lost [Jilll} per album in operating profit while a digital single made [l per song (Figure 4e).
Consequently, the music companies would have had to sell approximately [l digital songs for each digital
album sold in order to break even [} I bz2scd on net sales revenue.

Looked at from the perspective of profitability after an allocation of license revenue, in the aggre-
gate in 2006 the combination of digital singles and digital albums earned a positive [ ] (Sece Fig-
ures 3d and 3e). Since each digital album on average lost [-] after allocating license income in 20086,
and each digital single earned on average [l (see Figures 4e and 9), in order to break even the record
companies needed to sell [JJjjj digital singles for each digital album sold [ GNGE.

Here is what actually happened:
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Figure 11: Digital Song Sales Required to Offset Digital Aibum Losses
{Restricted)

oo I 0 S 01

Digital Songs Sold:

Digital Albums Sold:

Ratio of Songs sold per Album Sold:
Song Sales Required per Album Sale to Break Even*
Excess (or Shortfall) of Songs Sold per Album:

Profits from Digital Song & Albums ($ mill.)
*Break Even when Lic. Revenue is Included

As Figure 11 shows, the ratio of digital singles sold to digital albums sold is decreasing, so that fewer sin-
gles were offsetting digital album losses. As mentioned earlier, this is because album sales grew faster in
this period than digital song sales: 141.4% CAGR for albums and 110.5% for songs. If this trend continues
in the future, as | discuss below, digital margins will become smaller (when locked at after the allocation of

license income) or even more unprofitable (when looked at on the basis of net sales revenue).

Vl. Future Profitability

Several expert witnesses, notably David Teece and Claire Enders, have developed their own fore-
casts of the overall growth rates of the recorded music business, as well as having cited various research
reports from Veronis Shuler Stevenson (“VSS”) and PriceWaterhouseCoopers.'® No one has attempted to
forecast profitability. 1n the table below | show VSS's projected units for 2007 through 2011. Using the unit
profitability from 2006 shown earlier in this report, | have extrapolated profitability for each format and for

the total.

16 RIAA Trial Ex. 64 (Teece WDT), pp 51-58; CO Trial Ex. 10 (Enders WDT), pp 55-59.
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Figure 12: Forecasted Profitability Based on Submitted Testimony (Restricted)

Profitability Forecast of Key Music Formats (millions)

VSS Unit Forecasts [ it
CDs

Digital Singles

Digital Albums

Forecast Operating Profit
CDs

Digital Singles

Digital Albums

Total

Profit after License Income
CDs

Digital Singles

Digital Albums

Total

Digital Operating Margin
Operating Margin per Track digital track

Beginning with the unit forecast, VSS projected that CD shipments would decline by 18.3% peryear,on a
compounded basis. Meanwhile, digital singles would grow at 26.5% CAGR and digital albums would grow
at 46.8% -- faster than singles. In terms of operating profit, applying the profit per unit from 2006, these
forecasted changes in unit sales would generate a total loss of $393 million by 2011. After licensing income
allocations, industry profits would decline from $206 million in 2007 to $128 million by 2011. This is because
digital album losses grow faster than profit from digital singles, even after licensing income.

It is worth noting that the most recent data from Nielson Soundscan suppotis these forecasts. In the
first quarter of 2008, CD sales dropped 16%, and while digital download sales continued to increase, their

rate of growth seems to be slowing.'”

ViIl. Conclusion

The summary P&L for the Majors in Figure 1 demonstrates that while all other expenses have been
going down, the mechanical royalty expense has been increasing. This, coupled with a declining wholesale
price, is exacerbating the operating losses of the major labels. While the labels have actively reduced most
of the expenses associated with music development and production, the mechanical rate, especially for

digital, depends to a great extent on what occurs in this Court.

17 <hitp: /fwww. digitalmmsicnews. com/stories/040208 quarter’> (Apr. 3, 2008)
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At the unit level, this analysis shows that margins cannot support the rate increases that are being
discussed by the publishers. A digital song on average makes il in profit while the publishers have
asked for a rate increase of $.054 per song, which would drive the operating profit negative. The situation is
similar with respect to CD albums, where the margin is Il and the rate increase requested by the pub-
lishers is $.03.

Moreover, demand for digital aloums is growing faster than digital singles. Since digital albums lose
money and digital singles make money, the industry must sell a significant number of digital singles for
each digital album sold just to break even. And it becomes harder and harder to break even as digital album
sales escalate. As shown in Figure 12, based on the forecasts previously submitted to the Court, record
industry profits will continue to decline despite the rise of digital sales.

In summary, mechanical rates are on the increase as wholesale prices and profits have fallen. This
imbalance in risk sharing must be addressed or the record companies will have less and less working capi-
tal for artist development, and new releases will decline. The numbers outlined in the testimony support a

rate reduction rather than an increase.

31



Appendix A: McLaughlin Adjusted

PUBLIC VERSION

Figure 1 of this report shows the P&L for the Major U.S. record companies. This was derived using

the testimony of Linda McLaughlin, but we updated her numbers through 2006 and made other adjustments

based on new financial data which became available after her original testimony. Ms. McLaughlin’s original

amended testimony is shown below, followed by our data used in Figure 1 and the difference between

them. The rest of this appendix will account for the differences.

US Majors P&L - McLaughlin

In $US Millions
Historical Aggregated
U.S. Recorded Music
Majors Financial Re-
sults - Exhibit 3A -

Helene Murphy Report
1999 2000 2001 2002 2003 2004 2005
Net Sales Revenue $5,916 $5,583 $5,268 $5,214 $4,835 $5,188 $5,413
Net License Income 526 564 564 520 570 624 661
Total Revenue 6.442 6,147 5.832 5.734 5.405 5.812 6.074
Mechanical Royalties 512 488 440 471 443 487 550
Artist Royalties 1,228 1,148 1,078 1,209 1,061 1,218 1,270
Advances & Recording 412 331 277 350 459 304 247
Direct Marketing 1,094 1,119 1,153 997 832 797 892
Manufacturing 686 610 570 541 576 574 579
Distribution 699 637 621 576 541 508 434
Overhead 1,289 1,329 1,338 1,199 1,409 1,354 1,363
Total Costs 5,919 5,662 5,478 5,343 5,321 5,242 5,334
Operating Profit $523 $485 $354 $391 $84 $570 $740
US Majors - Totals from 1999 to 2006
In $US Millions
From Figure 1
1999 2000 2001 2002 2003 2004 2005 2006
Net Sales Revenue 5,916 5,583 5,268 5214 4,835 5,157 5,220 4,847
Net License Income 526 564 564 520 570 624 630 490
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Total Revenue 6,442 6,147 5,832 5,734 5,404 5,781 5,850 5,336
Mechanical Royalties 512 488 440 471 443 488 527 547
Artist Royalties 1,228 1,148 1,078 1,209 1,061 1,217 1,229 1,104
Advances & Recording 412 331 277 350 459 304 234 246
Direct Marketing 1,094 1,119 1,153 997 832 766 843 824
Manufacturing 713 630 607 583 594 595 598 511
Distribution 816 745 741 695 628 652 601 563
Overhead 1,289 1,329 1,338 1,199 1,409 1,354 1,318 1,241
Total Costs 6,064 5,791 5,634 5,504 5,426 5,376 5,350 5,036
Operating Profit 378 356 198 231 (22) 405 500 300
Difference: FTI - McLaughlin
In §US Millions
From Figure 1

1999 2000 2001 2002 2003 2004 2005 2006
Net Sales Revenue $0 $0 $0 $0 $0 -$31 -$193 $4,847
Net License Income $0 $0 $0 $0 $0 $0 -$31 $490
Total Revenue $0 $0 $0 $0 -$1 -$31 -$224 $5,336
Mechanical Royalties $0 $0 $0 $0 $0 $1 -$23 $547
Artist Royalties $0 $0 $0 $0 $0 -$1 -$41 $1,104
Advances & Recording $0 $0 $0 $0 $0 $0 -$13 $246
Direct Marketing $0 $0 $0 $0 $0 -$31 -$49 $824
Manufacturing $27 $20 $37 $42 $18 $21 $19 §511
Distnbution $117 $108 $120 $119 $87 $144 $167 $563
Overhead $0 $0 $0 $0 30 $0 -§45 $1,241
Total Costs $145 $129 $156 $161 $105 $134 $16 $5,036
Operating Profit -$145 -$129 -$156 -$160 -$106 -$165 -$240 $300

33



PUBLIC VERSION

2004 — 2005 Reconciliation of Differences

UMG, Sony BMG and WMG each submitted updated financials for 2004 and 2005. UMG's re-
statement substantially restated manufacturing and distribution, while Sony BMG had various changes to
net sales and other operating costs, while WMG had minor changes. They are shown in detail below. In

particular note that in the “Combined Variances” section, the line item difference match the differences

shown on the bottom of the prior page.
' RESTRICTED

Details of Variances from Original LM Statement to Final Label P&L

In $US Thousands

| 2004 | | 2005

Universal Costs Restatement Variance
Net Sales Revenue

Net License Income

Total Revenue Variance

Mechanical Royalties
Artist Royalties
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Costs Variance

Total UMG Operating Variance

Sony-BMG
Net Sales Revenue

Net License Income
Total Revenue Variance

Mechanical Royalties
Artist Royalties
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Costs Variance

Total Sony-BMG Operating Variance
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Warner

Net Product Sales (netting Sales Allowance)
Direct Marketing (netting Sales Allowance)
Mechanical Royalties - COS On Reserve Change
Artist Royalties - COS On Reserve Change

Total Warner Operating Variance

Combined Variances
Net Sales Revenue

Net License Income
Revenue Variance

Mechanical Royalties
Artist Royalties
Advances & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Cost Variance

Total Operating Variance
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1999 — 2003 Adjustments to Manufacturing & Distribution

Because the UMG restatement of manufacturing and distribution costs in 2004 and 2005 were so

significant, they effectively changed the expense profile for those items and brought them more in line with

the other majors. UMG's original manufacturing and distribution costs were very low relative to their peers.

Consequently we prorated their restatement 2004 and 2005 back to 1999, assuming that they should also

have been restated in these years. We did this in consultation with McLaughlin. We first computed the

CAGR for these items for 2004 and 2005 and used it in reverse to restate the prior years.

CAGR CALCULATION FOR MANUFACTURING COST

RESTRICTED

CAGR CALCULATION FOR DISTRIBUTION COST

RESTRICTED

Having computed the CAGR for manufacturing and distribution, we applied then to the prior years as fol-

lows:

RESTRICTED

Revised Manufacturing Share of Product Sales and Digital Revenue

RESTRICTED

Revised Distribution Share of Product Sales, Digital Revenue and Other Income

These percentages resulted in the following dollar adjustments to manufacturing & distribution in 1999

through 2003:
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ADJUSTMENTS TO UMG MANUFACTURING & DISTRIBUTION

UNIVERSAL MUSIC GROUP
{in USD $ 000)

Net Product Sales
Digital Sales
Other Income (MFG, DIST, Ancillary)

Prior Manufacturing
Percentage of Product sales & Other Income

Restated Manufacturing (Manufactur-
ing/Product sales & other Income) %

Restated Manufacturing USD$
Variance- Manufacturing Costs

Prior Distribution USD $

Percentage of Product sales, digital sales, &
Other Income

Restated Distribution (Distribution/product
sales, digital sales & other income) %

Restated Distribution USD$

Variance- Distribution costs
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Appendix B: Majors’ Share of Revenue & Units Shipped by Format (Restricted)

US Majors - Prorata Share of Total US Revenue and Units

In $US Millions
Historical Aggregated U.S. Recorded Music Majors Financial Results - McLaughlin Testimony

1999 2000 2001 2002 2003 2004 2005

Total Revenue from Majors
Net Sales Revenue

- RIAA Revenue
- Ratio of RIAA to Majors Net Sales

PHYSICAL ALBUMS

CDs (Net Wholesale Revenue)
Units

Cassettte

LP

Music Video _

Other Albums '

PHYSICAL SINGLES
CD SINGLE

CASSETTE SINGLE

LP SINGLE

TOTAL PHYSICAL SONGS (MMs)

DIGITAL MUSIC
TOTAL ALBUMS

ALBUMS

KIOSK ALBUMS

TOTAL SINGLES

AUDIO SINGLES

KIOSK SINGLE TRACKS

38

2006



MUSIC VIDEOS

TOTAL DOWNLOADED SONGS

DIGITAL MOBILE MUSIC

Audio Full Length

Audio Streams

Music Videos

Ring Tunes

Ringback Tunes

Other Mobile (Wall Paper)

Song Equivalents

SUBSCRIPTIONS
{subscribers per month)

Net License Income

Total Revenue
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Appendix C: Development of 2006 P&L for Majors

The purpose of this appendix is to show how the revenue and expenses shown in Figure 1: U.S.

Majors P&L was compiled. Each of the next four pages shows the source material and formatted results for

each of the Majors, UMG, WMG, Sony BMG and EMI.

The table below shows a reconciliation to Figure 1 for 2006. The first numerical column shows Fig-

ure 1 2006 totals. The next four columns show the data from the four labels, as shown in detail on the next

four pages. The summation column shows the totals from the labels and the difference columns shows any

discrepancies. Of course it should be zero, and is.

RESTRICTED

Reconciliation to Figure 1

Figure 12006 | UMG2006 | WAMG2005 | EAI2006 | SBMG 2006 |

Sum | Differenice

Net Sales Revenue

Net License Income

Total Revenue

Mdechanical Royalties

Artist Royalties
Advanees & Recording
Direct Marketing
Manufacturing
Distribution

Overhead

Total Costs

Operating Profit
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Universal Source Document
(Source: Linda Me¢ Laughlin)

RESTRICTED

2006 - US$ (millions)

|| omona

|_|___ Labels

e
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PURBLIC VERSION

Universal Final

RESTRICTED

|

UMG NA

In$US 000s

|

Lahels

2006

:Net Sales Revenue

';Net License Income

TT otal Revenue
IMechanical Royalties

| Attist Royalties
!Advances & Recording

\Direct Matketing
fI'dIanufactuting
|Disttibution

: Ovethead

;Totai Costs

'Operating Profit
|

:Op erating Profit on Sales
I

j_Reconqiliaﬁon

| Other Income

|
|EBITDA




RESTRICTED

WMG Source Document

Waxrner Music Group - US Labels FY - through
In $US Thousands Sept 2006)
2006

RIAA Source Document RIAA 0021083

Net Sales M
Retums Provision
Digjtal Sales

Net Sales Revenus

Net Domestic Licensing
Net International Licensing
Net License Income

Total Revenues

Royaeltiss: Astist
AFM/AFTRA
Artist Royalty
JV Petticipstion
Artist Royalties

Mechanical Royalties
Advances & Recording
Direct Marksting ®
Manufacturing Subtotal

Mfg. Portion of Reserve for Rétumg

COS on Reserve Change
Antist Postion
Copytight Portion
Manufacturing Portion
Distribution Qverhead Costs
Disteibution Costs .
Retum Provision Recovery Dist.
Bad Debt Expense
Distribution
Selling Depariment
A&R Department
Marketing Department
G&A
Overhead

Total Costs
Pre-Tax Income
Reconeiliation

Distribution Fees
Publishing & Print Revenues
Total Other Revenues

Pre-Tax Income RIAA 21083

Note:
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PUBLIC VERSION

WMG Final

RESTRICTED

WMG Labels In $US 0005’
NA 2006

Net Sales Revenue
Net License Income
Total Revenue _
Mechanical Royalties
Attist Royalties
Advances & Recording
Ditect Marketing
Manufacturing
Distribution
Overhead
TotalCosts

Operating Profit

OmBDA

Operating _P_mﬁi on Sales
Distribution Fees
Publishing & Print Revenues
Total Other Revenues

Pre.Tax Income RIAA 2108;



-

9

EMI Source Document | RESTRICTED
EMI Labels - North America | 06i07
In $US Thousands [ 2006
|RIAA DOC

::\Net Revenue
| 13rd Party Sales

|Net Sales Revenne |
| i

Net License Income
i

Artist Royalties <1
]

|
|
|
| |
|
|
|

Mechanical Royalties =
| I‘«-‘I:lmlfachu'ing
‘_[_lis;h*ibution

Ad:vmlces & Recording

!
l
!
!
!
]
Direct Marketing “* ’
)
|
|
]
l
1
|
!
I

|
Overhend

I

Total Costs
]

Digital Net Sales ¢
i

| Distribution Overliead Reallocation
|

!
|Profits before Exceptionals f

__l_i ’Ca]lecl Royalties Costs on Net Domestic Sales.

_ff_'CaJled Copyright Cost. | }

!
_ff_! Called Total Marketing & Promotion. E
> )Ah’eady included in Net Revenue. !
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PUBLIC VERSION

RESTRICTED

EMI Final

EMI Lahels 111 0003
NA 2006
|Net Sales Revenue
‘Net License Income
iTotal Revenue
'"Mechanical Royalties
| Artist Royalties 1
!Advances & Recording
Direct Marketing
:Manufactuﬁng l
Distsibution i
: Ovethead
{Total Costs

I

] Operating Profit

l
:Op erating Profit on Sales




PUELIC VERSION

SBMG Source Document SBMG Final
RESTRICTED RESTRICTED

| SONY BMG Music Entertainment | US Label Operation " Seny.BMC Tn 00Ds |

gm $us \ Total | NA 2006

!

!Gross Product Sales }___ Het i'ales Rer PIs -

Retums * Net License Income

| : = Total Revenue

|Allowancses & Discounts | ; :

"Net Salos T i Iechanicel Royalties i

| - Attist Royalties |

}Net Royalty Income i“_ | Advances & Recording |

\Other Operating Revenue B Direct Maﬂc?,tang l-

| Manufacturing |

;T otal Revenue * Distribution ]

| Artist, AFM Royalties _ | |Ovethead L

:CUp}fﬁght Royalties [__ Total Costs !

EJ ¥ Royalties | Opetating Profit |

|Talent & Recording Costs | i ’

Manufacturing Costs | 1‘Op erating Profit on Sales !_

‘Obolescence Expense L } Reconciliation |

1Distribution Costs L. Other Operating Revenue l

Other " |Other Expense |

| Total Cost of Sales | r

) [ B

\Gross Profit | | Operating Income |

|Variable Martketing Costs !:

fCoop erative Advertising

Total Matketing

[ [

'Departmental Overhead n

:Overhead Assessments

\Total Overhead -

;~Op erating Income

'Footnoies: B
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I declare under penalty of perjury that the foregoing testimony is true and correct.

/e

Bruce Benson

Date: 05/01/2008




CR!G{NAEENNER&BLOCK

Jenner & Block LLP Chicago
May 2’ 2008 601 Thirteenth Street, NW New York
Suite 1200 South Washington, DC

‘Washington, DC 20005
Tel 202-639-6000

BY HAND DELIVERY \}E&E@EWE@  wwwjemner.com

i Anjan Choudh
Ubary of Congress. Y 0 27008 gl
Fax 202 661-49
James Madison Memorial Buildin « i B y 3 achoudhury@jenner.com
101 Independence Avenue, SE ® i}ﬁ)@y‘ﬁ%m R@V&‘w B@J@]

Washington, DC 20559-6000

Re:  In the Matter of Mechanical and Digital Phonorecord Delivery Rate
Adjustment Proceeding,
Docket No. 2006-3 CRB DPRA

To the Copyright Royalty Judges:

It has come to our attention that due to a technical error, the electronic copies of RIAA Trial
Exhibits 53, 54 and 63 admitted into evidence during the direct case hearing and filed on March
31, 2008 were rendered partially illegible on the CDs containing the restricted and public
versions of the RIAA’s direct case trial exhibits. This error only affected the electronic copies of
these three exhibits and did not affect any of the hard copies filed with the Court and served on
counsel.

We are writing to provide the Court with replacement copies of the CDs filed on March 31,
2008, that contain more legible electronic versions of the three exhibits. The corrected copies of
the CDs being filed today contain all of the RIAA’s direct case trial exhibits admitted into
evidence during the direct case proceeding and therefore replace the CDs filed with the Court on
March 31, 2008. We are also serving counsel with the corrected CDs.

Respectfully submitted,
c

Anjan Choudhury

CC:  Counsel for Copyright Owners
Counsel for the Digital Media Association



CERTIFICATE OF SERVICE

I hereby certify that on the 2nd day of May 2008, I caused true and correct copies of the
CORRECTED CDs OF THE PUBLIC VERSION AND RESTRICTED VERSION OF
THE RIAA’s ADMITTED DIRECT CASE TRIAL EXHIBITS to be served upon the
following by UPS overnight delivery:

Fernando R. Laguarda Jay Cohen
Thomas G. Connolly Aiden Synott
Charles D. Breckinridge Lynn Bayard
Kelley A. Shields PAUL, WEISS, RIFKIND, WHARTON & GARRISON
HARRIS, WILTSHIRE & GRANNIS, LLP 1285 Avenue of the Americas
1200 Eighteenth Street, NW New York, NY 10019
Washington, DC 20036 Phone: (212) 373-3000
Phone: (202) 730-1300 Fax: (212) 757-3990
Fax: (202) 730-1301 jaycohen@paulweiss.com
laguarda@harriswiltshire.com asynnott@paulweiss.com
tconnolly@harriswiltshire.com Ibayard@paulweiss.com
cbreckinridge@harriswiltshire.com Counsel for NMPA, SGA, and NSAI
kshields@harriswiltshire.com

Counsel for DiMA

Robert E. Bloch
MAYER BROWN LLP
1909 K Street, NW
Washington, DC 20006
Phone: (202) 263-3203
Fax: (202) 263-5203
rbloch@mayerbrown.com
Counsel for EMI Music Publishing

I further hereby certify that on the 2nd day of May 2008, I caused a true and correct copy
of the CORRECTED CD OF THE PUBLIC VERSION OF THE RIAA’s ADMITTED
DIRECT CASE TRIAL EXHIBITS to be served upon the following by UPS overnight
delivery:

Bob Kimbeall, General Counsel Kathryn Wagner

RealNetworks, Inc. Vice President & Counsel

2601 Elliott Avenue National Music Publishers’ Association, Inc.
Seattle, WA 98121 601West 26th Street, 5th Floor
bkimball@real.com New York, NY 10001

kwagner@nmpa.org
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Ajay A. Patel

Sony Connect, Inc.

1080 Center Drive

Los Angeles, CA 90045
Ajay.Patel@sonyconnect.com

Matt Railo

Kevin Saul

Apple Computer, Inc.
1 Infinite Loop

MS 3-ITMS
Cupertino, CA 95014
mrailo@apple.com
ksaul@apple.com

Tom Rowland
MusicNet, Inc.

845 Third Avenue

11th Floor

New York, NY 10022
trowland@musicnet.com

Aileen Atkins, General Counsel
Napster, LLC

317 Madison Avenue

11th Floor, Suite 1104

New York, NY 10017
aileen.atkins@napster.com

William B. Colitre

Royalty Logic, Inc.

21122 Erwin Street
Woodland Hills, CA 91367
beolitre@musicreports.com
beolitre@royaltylogic.com

Carl W. Hampe
Baker & McKenzie LLP
815 Connecticut Avenue, NW
Washington, DC 20006
carl.hampe@bakernet.com
Counsel for the Songwriters Guild of America

Charles J. Sanders
Attorney at Law PC
29 Kings Grant Way
Briarcliff Manor, NY 10510
csanderslaw@aol.com
Counsel for the Songwriters Guild of America

Rick Carnes

The Songwriters Guild of America
209 10th Avenue South, Suite 321
Nashville, TN 37203
rickcarnes@songwritersguild.com

Jennifer Baltimore Johnson
Monica Schillan

James Villa

America Online, LLC

22000 AOL Way

Dulles, VA 20166
j-baltimore@corp.aol.com
monica.schillan@corp.aol.com
james.villa@corp.aol.com

George Cheeks, General Counsel
MTV Networks

1515 Broadway

New York, NY 10019
George.Cheeks@mtvn.com

0z Cz=

AnjgiChoudhury,”
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